We study holdings in merger and acquisition (M&A) targets by financial conglomerates in which affiliated investment banks advise the bidders. We show that advisors take positions in the targets before M&A announcements. These stakes are positively related to the probability of observing the bid and to the target premium. We argue that this can be explained in terms of advisors who are privy to important information about the deal, investing in the target in the expectation of its price increasing. We document the high profits of this strategy. The advisory stake is positively related to the likelihood of deal completion and to the termination fees. However, these deals are not wealth creating: there is a negative relation between the advisory stake and the viability of the deal. (JEL G23, G32, G34) Investment banks play an important role in the market for corporate control. They advise the bidder and the target, evaluating the assets of the target firm and providing technical and tactical assistance throughout the takeover process. By effectively facilitating the deals and reducing the transaction costs, they can enhance external corporate governance. However, advisory banks are also privy to important information about target characteristics, bidder intentions, and terms of the deal. This information can be directly exploited in the market, for example, by taking a direct stake in the target. Once the advisory bank has We thank two anonymous referees and the editor, Michael Weisbach, for very helpful comments. We also benefited from the comments of
a stake, it also has an interest in shaping the conditions of the deal so as to bring it to a successful conclusion that allows it to cash out under advantageous conditions.
In this article, we study the following issues. We provide empirical evidence of the behavior of the banks advising the bidder ("advisory banks") when trading the stocks of the target, and how this relates to characteristics of the deal. We focus on the U.S. merger and acquisition (M&A) market. For every lead advisor in each deal, we identify the stake that it holds in the target firm. This is based on the positions the advisor holds either directly or through other financial entities-insurance firms, commercial banks, mutual funds, pension funds, and hedge funds-affiliated with the financial conglomerate to which the advisor belongs. We first provide evidence suggesting that advisory banks take positions in the target before the announcement of the deal. In fact, ownership by such advisors helps to predict whether a firm will be a takeover target. Conditioning on firms with similar industry and size characteristics, firms in which advisory banks hold stakes are 45% more likely to become targets, with the probability increasing from the unconditional sample mean of 4.2% to 6.1%.
These results are consistent with the possibility that the advisory bank exploits its privileged information about the intention of the bidding company to acquire, the identity of the potential target, and the reservation price of the bidder. This information-unavailable to other market players-gives the advisory bank an informational advantage ahead of the deal. The bank would exploit its privileged information by taking a position in the target firm, expecting its price to increase, and then realizing the gain due to the appreciation of the value of the target around the time of the M&A announcement.
While our results are consistent with this possibility, we also consider alternative hypotheses. It could be that the bank's position in the target is due to its proprietary trading desk and asset management arm's ability to perform good economic analysis of the target. To address this issue, we first compared the trading performance of the advisory bank with that of a standard merger arbitrage strategy. A merger arbitrage strategy based on selling the bidder and buying the target, conditional on information about advisor behavior, delivers a raw return of 4.50% per month (4.08% net of risk), versus a mere 0.97% per month (0.48% net of risk) in the case of the standard merger arbitrage strategy. We then compare the trading performance of the advisory bank with that of other similar banks not advising the deal. That is, we compare the return on a portfolio based on the positions of the banks in deals on which they advise with the return on a portfolio based on the positions of the same banks in deals on which they do not advise. The return accruing to the advisory bank is 3.36% (2.59%) per month for the value-weighted (equally weighted) strategy, compared with 1.93% (1.21%) per month when the bank does not advise. Moreover, a strategy long in the positions of the advisory banks and short in the positions of the nonadvisory banks delivers 1.40% per month at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org Downloaded from (adjusted for risk), providing evidence of information embodied in the advisor holdings.
The fact that information seems to be related to the advisory relationship is also confirmed by a test that exploits the natural tendency of asset managers to invest less in firms located geographically far away Moskowitz 1999, 2001; Chen et al. 2004 ). This tendency is attenuated in the case of asset managers affiliated with investment banks advising the bidder. That is, if asset managers can rely on the transfer of information provided by the investment bank advising on M&A deals, they are less conditioned by the smaller amount of information they would normally have about far-away targets.
Another alternative hypothesis is that the advisory bank takes a stake to help the bidder-i.e., by creating a "toehold." However, the limited size of the position-considerably smaller than what is generally defined as a toehold-and the fact that the advisor's stake often coexists with a bidder's toehold suggest that the "help" is unlikely to be in the direction of affecting the outcome of the vote to approve the deal or acquiring information useful to the bidder.
We then relate the advisory stake to the characteristics of the deal. We show that if the advisory bank holds a stake in the target firm, the target's premium is 551 basis points higher than when the advisory bank holds no such stake. An increase of one standard deviation in the average fraction (dollar value) of the target firm held by the advisor to the bidder is related to a premium 235 (220) basis points higher than average. Moreover, deals in which the advisory bank holds a stake in the target are more likely to involve target termination fees, which have been shown to increase the probability of deal success (Officer 2003) . Also, the presence of the advisory bank among the shareholders of the target is related to a lower probability of deal failure. In particular, its presence reduces the probability of failure of the bid from 23.88% to 17.12%, or by 28 percentage points.
We interpret these findings as suggesting that advisors take advantage of their privileged position, not only by acquiring positions in the targets in the deals on which they advise, but also by directly affecting the outcome of the deal in order to realize higher capital gains from their positions.
These results, however, are also consistent with the alternative explanation: that of the bidder's board hiring a deal-advocate advisor with high-powered incentives with the mission to get the deal done. The gain on the advisory bank's stake-a stake too small to provide the service a toehold can offer-would provide the bank with compensation for such a service. While we cannot counter this argument, the evidence suggests that deals involving advisory stakes do not appear to be a good fit for bidders. Indeed, target firms in which the advisory bank holds a stake tend to be overvalued by more than 10% compared with targets in deals in which the advisor does not hold a stake. Moreover, mergers in which the advisor to the bidder has a stake in the target also have lower postmerger profitability. These deals experience a drop in ROE at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org Downloaded from (net profit margin, NPM; ROA) of 1.9% (1.6%, 1.8%) in the year following the deal.
It would seem either that advisory banks induce bidders to enter wealthdestructive deals for their own interests, or that scarcely monitored and empirebuilding bidder managers choose overvalued targets and pay too much, using the highly incentivized-by the equity stake-advisor to rapidly close in on their goals. The fact that the corporate governance and board characteristics of the bidding firms do not differ between deals in which the advisor to the bidder has a stake and those in which it does not have a stake does not support the latter interpretation. In contrast, it seems that the bidders more likely to engage in these M&A deals are the less "experienced" ones (that is, bidders who in the past have conducted fewer corporate deals-SEO, M&A, and debt issues-and are more easily influenced by advisors with stakes in potential targets).
The insider trading gain could also be seen as part of the compensation of the advisory bank. The lack of any relationship between fees and the advisory stake, however, suggests that this remuneration is not provided in exchange for lower effective advisory fees.
Our results contribute to the literature on M&As by shedding new light on the role of advisors. Overall, this literature has mostly focused on the benefits of using financial intermediaries and on why firms select them. For example, Servaes and Zenner (1996) show that investment banks help to execute complex deals and reduce transaction costs. We consider a different aspect: the insider role of the advisory bank.
In addition, the literature has traditionally focused on the relationship between institutional ownership and M&As, assuming that institutional owners provide better governance and monitoring of managers (Stulz, Walkling, and Song 1990; Ambrose and Megginson 1992) . We identify a subset of institutions that induce a higher premium not because of better governance, but because of their speculative behavior.
Our results also cast doubt on the corporate governance role of the M&A market. Advisors caught in conflicts of interest are less able to protect the interests of the bidder's shareholders; this follows the arguments of Jensen (1986 Jensen ( , 1993 . To the extent that one accepts that acquisitions are better explained by managerial hubris or empire building, our findings indicate that advisors holding stakes in target firms may actually give more leeway to managers. That is, the advisory banks exploit to their advantage the "bidding desire" of the managers.
Our article also adds to the stream of literature investigating the coordinated behavior of different financial firms in the same financial conglomerate. Acharya and Johnson (2007) and Ivashina and Sun (2007) provide evidence of insider trading by banks by showing that lending banks use private information regarding corporate clients to trade credit default swaps or equity. Massa and Rehman (2005) show that mutual funds use the inside information available at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org Downloaded from to the affiliated banks lending to firms around the time the loan is granted. Ritter and Zhang (2007) show that lead underwriters allocate hot IPOs to affiliated funds, and Ellis, Michaely, and O'Hara (2000) show that NASDAQ market makers belonging to a financial group support the stock prices of those firms the IPOs of which have been underwritten by the investment bank belonging to the same group.
The remainder of the article is structured as follows. Section 1 describes the data and variables used. Section 2 analyzes the impact of the presence of advisors among the shareholders of the target firm on the likelihood of the deal. Sections 3 and 4 test the informational content of the position of the advisory bank in the target and try to distinguish between the pure information hypothesis and the conditioning hypothesis. A brief discussion is provided in Section 5. A conclusion follows.
Data and Empirical Testing Issues

Sample construction
Our source of data on merger activity is the Securities Data Corporation (SDC) M&A database, from which we extract all merger transactions involving U.S. targets for the period between January 1984 and February 2003. To be included in the sample, we require that the target firm is listed and that it is possible to match the target's CUSIP with CRSP. The accounting data come from COMPUSTAT. We exclude extreme outliers 1 and transactions for which the value recorded in the SDC database represents less than 1% of the target firm's equity value. Given that SDC does not provide information on the advisors to the proposed M&A transactions before 1984, we restrict ourselves to the period between 1984 and 2003. The resulting base sample comprises 10,458 M&A announcements. Only 4280 projected M&As involve an advisor to either the target or the acquirer, or to both; we consider deals both with and without an advisor. The presence of a substantial number of unlisted targets and acquirers and incomplete information on either the target or the acquirer characteristics available in COMPUSTAT reduce the sample to over 1641 successful and unsuccessful takeover attempts. Financials are excluded.
The controls are described in the captions to Table 1 . The target premium is the market-adjusted return on the target's stock from three months before the bid announcement to two months after the deal announcement or resolution date, i.e., −63 to min (+42, resolution date) trading days (Schwert 2000) . Among the control variables, we include the ratio of a firm's shares held by institutional investors relative to total shares outstanding (e.g., Stulz, Walkling, and Song 1990) . We also construct a proxy for arbitrage capital. Following at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org
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Baker and Savasoglu (2002), we define arbitrageurs as the investors whose holdings in target firms go from zero to positive in at least twenty deals in our sample following the bid announcement. The cumulative equity holdings of arbitrageurs correspond to the total supply of arbitrage capital in the market. We use the relative change in the amount of arbitrage capital on a quarter-to-quarter basis.
Summary statistics for the data are reported in Table 1 , panel A. The main variables capturing deal characteristics (e.g., premium) are in line with those reported in the literature (Andrade, Mitchell, and Stafford 2001; Schwert 1996; Officer 2003) , although our sample is slightly different. The target premium averages 30.23% in our sample, while it is 37.9% (median) for Andrade, Mitchell, and Stafford (2001) and 23.4% for Schwert (1996) . The fraction of cash deals and deals in the same industry are 33.2% and 60.8%, respectively, while they are 35.4% and 42.1% for Andrade et al. (2001) , and 35% and 52% for Officer (2003) . Toeholds, poison pills, and hostility are present in 9%, 3%, and 8%, respectively, of deals in our sample, as opposed to 10%, 2%, and 8% in Officer (2003) . The average bidder (target) has a market capitalization of $10,432 million ($1012 million), compared with $8071 million ($711 million) in Officer (2003) . The rate of success of takeover deals is 76%, as opposed to 77% in Schwert (1996) and 83% in Officer (2003) . Overall, the characteristics of our sample are similar to those reported in recent studies.
The number of deals in which the advisors to the bidder and target have stakes is high (26% and 28%, respectively). Both the advisor to the target and the advisor to the bidder have sizable average positions equal to 0.13% and 0.26%, respectively, of the target firm's market capitalization. If we consider only M&As in which there are institutional investors in the target, these positions increase to 0.63% and 0.90%. Target, $) , is the dollar value of the target firm equity owned by a brand the investment bank of which advises the acquirer (target). Ownership by Advisor to Acquirer Dummy (Ownership by Advisor to Target Dummy) is a dummy equal to 1 if the fraction of target firm equity owned by a brand the investment bank of which advises the acquirer (target) is greater than 0, and 0 otherwise. In the table, we report the fraction of deals in which the advising investment banks retain positions in the target. Statistics for Ownership by Advisor variables are reported for the subsample with positive positions. Success is a dummy equal to 1 if the bid is successful, and 0 otherwise. Premium is the market-adjusted return on the target's stock over the period extending from three months before the bid announcement to two months after the deal announcement or to the resolution date, whichever comes first-i.e., −63 to min (+42, resolution date) trading days. Target Termination Fee is a dummy equal to 1 if the deal involves a target termination fee, and 0 otherwise. Institutional Ownership is the fraction of the firm held by institutional investors. Change in Arb. Capital is the relative change in the overall supply of arbitrage capital in the market. HOSTILE is a dummy equal to 1 if the bid is recorded by SDC as "hostile" or "unsolicited," and 0 otherwise. PRECOMP (POSTCOMP) is a dummy variable equal to 1 if another bid by a different bidder is recorded by SDC in the six months before (after) the current bid, and 0 otherwise. MERGER and CASH are dummy variables equal to 1 if the bid is structured as a merger or is purely cash financed, and 0 otherwise. Same Industry is a dummy equal to 1 if the bidder is from the same industry as the target (industry being defined as the two-digit SIC code), and 0 otherwise. POISON is a dummy equal to 1 if a poison pill exists, and 0 otherwise. PHELD is the fraction of the target's common stock owned by the bidder as of the bid announcement date. TOEHOLD is a dummy equal to 1 if PHELD is greater than 5%, and 0 otherwise. CLEANUP is a dummy equal to 1 if PHELD is greater than 50%, and 0 otherwise. Following Schwert (2000), we use the following accounting measures of performance. Return on Equity (ROE) is the ratio of earnings to average equity for the prior fiscal year (COMPUSTAT items 20/(60 + 60(t − 1))/2). Book-to-Market (B/M) is the ratio of debt to equity for the prior fiscal year (COMPUSTAT items 9/60). Size is measured as the market capitalization at the end of the year preceding the first bid (price × shares outstanding, COMPUSTAT items 24 × 25). Growth of Sales is the proportional change in sales over the prior fiscal year (ln(COMPUSTAT items 12/12(t − 1))). Accounting Liquidity is the ratio of net liquid assets to total assets for the prior fiscal year (COMPUSTAT items (4-5/6)). Price to Earnings (P/E) is the ratio of the year-end stock price to earnings per share for the prior fiscal year (COMPUSTAT items 24/58). Debt to Equity (D/E) is the ratio of debt to equity for the prior fiscal year (COMPUSTAT items 9/60). We report the descriptive statistics for the sample of mergers and acquisitions. We report the mean, median, standard deviation, and interquartile range. The descriptive statistics for ownership variables are multiplied by 100. The number of observations is 1641.
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The advisor's stake
Our main source of data on portfolio holdings is the 13F Spectrum database, which consists of the quarterly 13F filings of qualified money managers to the SEC. Our key variable-the stake in the target of the advisor to the bidder-is constructed by aggregating the stakes in the target firm of all financial firms affiliated with the investment bank advising the bidder. For each advisor, we identify the position of the advisor and of the other financial entities (e.g., insurance firms, commercial banks, mutual funds, and pension and hedge funds) affiliated with the financial conglomerate with which the advisor is affiliated.
Given that different divisions of a financial conglomerate (banks, insurance firms, mutual fund families, etc.) often appear in 13F filings as separate entities lacking common identifiers, we had to construct a database of financial conglomerates grouping the different divisions of individual financial groups under single umbrellas, which we call "brands." This database was manually assembled using information from various public sources 2 and performing a name-by-name analysis. We assigned each financial conglomerate a brand name and created a set of identifiers for firms ("names" from Spectrum and SDC) affiliated with each brand; we then matched this information with information on deal advisors from SDC.
Let us consider, for example, the "AXA" brand. "AXA" corresponds to the AXA Financial conglomerate, which as of 31 December 2005 had approximately $643.3 billion in assets under management. AXA Financial includes the investment advisors AXA Advisors and Sanford C. Bernstein, the insurance firm AXA Equitable Life Insurance, the investment and mutual fund management firm AllianceBernstein, and the MONY group of firms (as of 8 July 2004). All these firms are assigned identifiers that uniquely match them to the "AXA" brand.
We also account for the evolution of brand affiliation. To determine an advisor's stake, we aggregate the portfolio positions of its brand. To ensure that our measure is effectively constructed out-of-sample, we use data measured at the end of the quarter immediately preceding the announcement of the bid. We consider three alternative proxies for the advisor stake. The first, Ownership by Advisor to Acquirer, $ (Ownership by Adv., $), is the logarithm of 1 plus the dollar value of the stake of the advisor to the bidder holding a position in the target firm. The second, Ownership by Advisor to Acquirer (Ownership by Adv.) , is the fraction of the target's market capitalization held by a brand acting as an advisor to the bidder. The third measure (Ownership by Adv. Dummy) is a dummy taking a value of 1 if the fraction of target firm equity owned by the advisory bank is nonzero, and 0 otherwise. We report summary statistics for the advisor stake in Table 1 . Notably, the average advisor stake is relatively high. The median value (conditional on having the stake) is 0.16%, and the mean is 0.63%. The crosscorrelation matrix (not reported) indicates that the advisor stake is higher in big firms, firms with higher fractions of institutional investors, and firms with higher leverage and lower book-to-market value.
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What can we say about the timing of the position building of the advisor? While we lack systematic information 3 on when the investment banks are actually approached by the bidder, we can still observe the positions of the advisory bank brand in the quarters prior to a deal announcement. We calculate the percentage of deals in which the brands of the banks advising the bidder ("insiders") take a position and compare this with the percentage of deals in which brands not involved in the deal take a position; we do it for periods of one to seven quarters before the deal, for both insiders and noninsiders. We identify the position that each brand holds in upcoming targets over the period from seven quarters before the deal announcement until two quarters after the announcement, with quarter "0" corresponding to the quarter preceding the deal announcement. For each position, we determine the size in terms of both fraction of shares outstanding and dollar volume.
In Table 2 , panel A, we report how the positions of advising and nonadvising brands increase before the M&A announcement for the top fifty brands. Each quarter, we identify the fifty brands that have been the most active in the M&A advisory market over the previous three years in terms of the number of deals in which they acted as advisors. For both the insiders and noninsiders, we estimate the likelihood of observing a position in the target and the average size of the position. The statistics in the table indicate that the advisors on average hold larger positions than nonadvisors do. The position size increases in the quarters leading up to the bid announcement, peaks around the time of the announcement, and then declines afterward. This provides some partial preliminary evidence of differential behavior between insider and outsider brands.
Brands are twice as likely to hold a stake in the target when they advise the bidder. If we consider the last quarter before announcement, brands that advise the bidder hold a stake in 29% of the deals, while the other brands hold a stake only in 14% of the deals. Similar results are obtained if we restrict our analysis to the positions taken (and deals advised) by the top ten investment banks. This provides evidence that the stake is directly related to the privileged information status of the advising brand. For positions of advisory banks (in deals they advise), the ratio of the position size to equity TNA is 0.0414% versus 0.0137% for nonadvisory banks. The t-test of the difference gives t-statistics of 8.46, and a p-value of 0.000.
Finally, in which companies is an advisor more likely to have positions? Table 2 , panel B, shows that these are on average larger (by a factor of about 5) and have a higher market-to-book ratio (by approximately 25%) and sales growth (19% versus 12%) . To see whether the market values of these companies at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org a We report the descriptive statistics for the ownership by advisory and nonadvisory brands in upcoming M&A targets. A brand is labeled "advisory" if its affiliated investment bank acts as an advisor to an acquirer in an upcoming bid (announced over the next quarter); otherwise the brand is labeled as "nonadvisory." Each quarter we identify the fifty brands that were the most active in the M&A advisory market, in terms of number of deals, over the previous three years. We then consider the upcoming bids in which one of these top fifty brands advises the acquirer. We identify whether a top-fifty brand has a position in an upcoming target over the period between seven quarters before and two quarters after a deal announcement (quarter 0 corresponds to the quarter immediately preceding the deal announcement) and the size of its position in terms of both fraction of shares outstanding and dollar value. Panel A presents the descriptive statistics for the likelihood of observing a position in the target and the size of the position for insiders and noninsiders belonging to the top-fifty group of most active M&A advisors over time. b We report univariate statistics and tests of differences between the characteristics of bidder and targets when the advisor to the acquirer does/does not take a position. We report univariate statistics and tests of differences between the Rhodes-Kropf, Robinson, and Viswanathan (2005) are smaller than those of other similar potential targets, we follow RhodesKropf, Robinson, and Viswanathan (RRV) (2005) and estimate the degree of misvaluation of these companies. We use the sector-adjusted firm-specific valuation errors generated by a regression of firm market value on leverage, book value of assets, and net income for each industry ("Model 3" in RRV. The results for models 1 and 2 of RRV are similar). The results indicate that target firms in which advisory banks do not invest are on average 6% cheaper than the industry average, while firms in which advisory banks do invest are 12% more expensive than the industry average. Differences are significant for both the mean and median tests.
Investment Banks as Insiders and the Market for Corporate Control
Advisor Stake and Probability of Becoming a Target
We start by examining a relation between the stake of the advisor in the company and the probability of the latter being a takeover target. For each actual target, we define the set of all firms in the same two-digit SIC industry category of similar size (within a 30% band of market capitalization). Alternative matching, based on size and book-to-market ratio and different band (i.e., 15% and 50%) and industry (two-and three-digit SIC codes) definitions, delivers similar results. Then, we estimate a probit in which the dependent variable is a dummy taking a value of 1 if there is a bid for the firm over the next three months, and 0 otherwise, and the explanatory variables are the advisor stake and a set of control variables. We use our three alternate definitions of advisor stake (i.e., Ownership by Adv., Ownership by Adv., $, and Ownership by Adv. Dummy).
The control variables include Institutional Ownership-i.e., the fraction of a firm's stock owned by institutional investors required to report 13F filings; Change in Arbitrage Capital-i.e., the percentage change in total supply of arbitrage capital over the quarter before the bid announcement; Return on Equity (ROE); Book-to-Market ratio (B/M); Size (in terms of market capitalization); Growth of Sales; Accounting Liquidity; Price-to-Earnings ratio (P/E); Debt-toEquity ratio (D/E), Return, and Volatility in the prior six months; and Industry Herfindahl Index. We use either year and industry (two-digit SIC) fixed effects, or deal fixed effects. The results are reported in Table 3 . They indicate that the holdings of the advisors are strongly positively related to the probability of becoming a target. The coefficients of ownership by advisors to the acquirer are positive and strongly statistically significant for eight of the nine specifications. Only one specification, Ownership by Adv. (with deal fixed effects), is still positive, but not significant. The results are robust to different specifications and to the inclusion of deal fixed effects. The results are also economically significant: the fact that the advisory bank has a stake in the company increases the probability of a firm becoming a target from 4.2% to 6.1%, or by 45 percentage points. We estimate the probability of becoming a target in the next quarter conditional on the firm belonging to a set of firms "matched" to the actual target. For each announced deal, we create a list of potential targets on the basis of firms similar to the actual target in terms of industry (two-digit SIC code) and size. The variables of interest measuring the ownership in the target of advisor to the acquirer (Ownership by Advisor, Ownership by Advisor, $, and Ownership by Advisor Dummy) as well as the control variables are as defined in Table 1 . Lagged Return and Volatility are calculated using CRSP daily data over the six months before the announcement. Industry Herfindahl Index is calculated using industry sales data (COMPUSTAT item 12) from the prior fiscal year. We report estimates, t-statistics (clustered at the two-digit SIC code), pseudo-R-squared, and number of observations.
The results indicate that the stake of the future advisor makes it more likely that a specific company will be selected as the target from among otherwise similar potential target firms. One interpretation of this result is that the advisory bank "prepositions" itself before the deal, by exploiting its inside information. The alternative explanation is that the asset management arms of the advisory banks are able to predict future targets. Thus, potential advisors take positions ahead of the actual deal announcements, because they have good forecasting skills and good stock-picking abilities. We will now address this possibility.
Inside Information Content
One way of testing for inside information is to see whether the profitability of a trading strategy based on the holdings of the advisory banks outstrips those of other strategies based on openly available market information. We focus on two aspects of this: the short-term target firm premium and the profitability of a trading strategy based on insider stakes.
Advisory stake and short-term premium
We start with the short-term premium. We expect to find a positive relationship between advisor stake and premium; to test this, we regress the target premium on the advisor stake in the target firm, and a set of control variables. The control variables include those standard in the literature and used to estimate the likelihood of becoming a target, augmented by an additional set. These are a measure of hostility, HOSTILE, equal to 1 if the bid is recorded by SDC as "hostile" or "unsolicited," and 0 otherwise; a dummy, PRECOMP (POSTCOMP), equal to 1 if another bid by a different bidder is recorded by SDC in the six months before (after) the current bid, and 0 otherwise; MERGER, a dummy equal to 1 if the deal is a merger, and 0 otherwise; and CASH, a dummy equal to 1 if the bid involves a merger offer or was 100% financed with cash and 0 otherwise. We also include the following: Same Industry, a dummy that controls for whether the bidder is from the same industry as the target (industry being defined as the two-digit SIC code); POISON, a dummy equal to 1 if a poison pill affects the bidder's acquisition attempt, and 0 otherwise; PHELD, the fraction of the target's common stock owned by the bidder as of the announcement date; TOEHOLD, a dummy equal to 1 if PHELD is greater than 5%, and 0 otherwise; and CLEANUP, a dummy equal to 1 if PHELD is greater than 50%, and 0 otherwise. Finally, to control for the quality of the advisor, we include a dummy that takes the value of 1 if the investment bank was ranked as one of the top three banks (by the number of M&As advised in the last three years), and 0 otherwise. We also include our dummy for independent advisor. We perform a robust OLS cross-sectional regression, with standard errors clustered at the (two-digit) industry level.
The results, reported in Table 4 We report the determinants of the takeover premium. The variables are as defined in Table 1 . Residuals of target termination fees is the residual of a linear probability model regressing a dummy equal to 1 on a set of explanatory variables if the deal involves a target termination fee, as in Table 9 . We define EXPERIENCE as a dummy taking the value of 1 if the bidding firm conducted an IPO, SEO, debt issue, M&A deal, repurchase, etc., in the previous three years, and 0 otherwise. The term - * EXPERIENCE (- * NO EXPERIENCE) is the interaction between the variable of interest (e.g., Ownership by Advisor to Acquirer) and EXPERIENCE (1-EXPERIENCE). Independent Investment Advisor to Acquirer (Target) Dummy takes the value of 1 if the advisor to the acquirer (target) does not have holdings in the Spectrum database, and 0 otherwise. The other variables are as defined in the previous tables. The standard errors are clustered over industry (SIC2). Specifications 3-6 use industry (SIC2) fixed effects. The latter specifications are also corrected for sample selection. All estimates are multiplied by 100. robust across the different specifications. An increase of one standard deviation in the advisor stake (approximately a 0.60% ownership of the firms) raises the target premium from 30.6% to 33.0%, or by 7.7 percentage points in the case of Ownership by Advisor to Acquirer. The premium rises to 32.8% and 36.1% in the case of Ownership by Advisor to Acquirer, $, and Ownership by Advisor to Acquirer Dummy, respectively. The magnitude is similar across specifications and survives the different robustness checks. These results suggest that the higher the advisor stake in the target firm before the event, the higher the premium accruing to target shareholders.
We also separate cases in which the acquiring firm has previous experience with investment banks from cases in which there is no such experience. We do this by using an interactive dummy that takes a value of 1 if the firm has undertaken corporate transactions (e.g., M&As and share repurchases) or issued securities (via IPOs, SEOs, or debt issues) in the previous three years. The results clearly indicate that the effect is mostly concentrated in firms that are not financially experienced.
Given that the advisor's stake is directly related to the probability of the bid, there may be a selection bias. We therefore re-estimate our analysis using a two-step Heckman procedure, including among the explanatory variables the Heckman's lambda (λ) constructed from the estimates of probit regressions on the likelihood of becoming a target (Maddala 1983) . The significance of λ provides a test of the null of no sample selection bias; we report this specification in columns 3-6. The results for our variables of interest are consistent with the previous results. That is, the existence of an advisor's stake in the target firm is positively related to the target premium. The coefficient of Heckman's lambda is not significant, suggesting a lack of selection bias.
It is important to note that it is only the positions in the last quarter before the announcement that are significantly related to the premium. Unreported results indicate that the positions two quarters before are neither significant, nor does their inclusion alter the results. This suggests that the insider stake is not related to a passive benchmark tracking strategy, but is the result of the active portfolio investment of insiders.
Advisory stake and profitability of advisors' trading strategies
We now consider the return on a trading strategy that uses the information contained in the advisor's stake in the target firm, and compare it with that of a standard merger arbitrage trading strategy that does not use such information. Following Mitchell and Pulvino (2001) , we construct the calendar-time, value-weighted average returns accruing from individual mergers, restricting our analysis to stock-only and cash-only deals. The final sample consists of 1529 transactions. For each deal, we determine the daily returns based on the closing market price on the day after the merger announcement. For cash deals, the daily returns are [
it )]/Position Value it−1 , respectively, for cash deals and stock deals, respectively. R it is the daily return for ) is the dividend paid by the target (bidder) on day t, R ft is the daily risk-free rate, and is the hedge ratio (i.e., the number of bidder shares to be paid for each outstanding target share).
For each deal, we calculate daily returns for each transaction day up to the deal resolution. If the deal is successful, deal resolution is the day on which the stock of the target is delisted. If the deal does not go through, the resolution day is the day after public announcement of the failure. If the date of the public resolution of the failure is missing-SDC often does not provide it-we keep the stock for 126 trading days. We then aggregate these returns and calculate the monthly portfolio returns by averaging the returns of all the merger deals in a way similar to the calendar-time methodology.
We consider two types of weighting. First, we take the weighted average of the daily returns. Monthly portfolio returns are then calculated by compounding the average daily returns (this is consistent with Baker and Savasoglu 2002) . Second, we follow Mitchell and Pulvino (2001) , calculating monthly returns for each transaction by compounding daily returns. Monthly portfolio returns are weighted averages of transaction-month returns for each month, where the total market capitalization of the target firm is the weighting factor. For a more detailed description, we refer to the cited papers. We consider all the active dates. For each deal, we define as active trading days all the trading days between the beginning and the resolution dates. If part of the month contains no active trading days, we treat the capital as though it were invested in a zero-return account for that part of the month. This mitigates the bias induced by equally weighted averages.
We provide the descriptive statistics for the strategies in Table 5 , panel A. The first strategy goes long in the target and shorts the bidder the day after the announcement of the deal if there are advisors that have a position in the target ("Advisors invest," AI). The second strategy goes long in the target and shorts the bidder at the end of the quarter before the deal is announced if there are advisors who have a stake ("Advisors invest before," AIB). This strategy captures the gain that would accrue to the advisor who has invested in the firm before the deal. Unlike the first strategy (AI), this is not replicable as it requires knowledge of whether the deal will take place.
The results indicate that the strategy that exploits all the information (AIB) delivers the highest return. The average return is a striking 69.58% per year. This is higher and better than most of the benchmarks and higher than the returns on the other trading strategies. For example, the average return is 12.68% for the HRFI M&A arbitrage index. These results are robust to the type of methodology (i.e., Baker and Savasoglu 2002, or Mitchell and Pulvino 2001) . We plot the cumulative arbitrage return of the AIB strategy based on Mitchell and Pulvino's methodology in Figure 1 and compare it with the results of the HFRI and CRSP-VW indices. We now focus on the net-of-risk returns. A positive value of α implies that the risk arbitrageur earns excess returns. The net-of-risk return of the AI strategy is 0.48% per month, or 5.94% per year. The net-of-risk return of the AIB strategy is approximately 4.08% per month, or 61.59% per year. The results using the Baker and Savasoglu (2002) weighting are similar. 4 The difference in performance between the strategies based on insider holdings and the conventional arbitrage strategies is given by the performance of a strategy that goes long in AIB and shorts AI. This results in a sizable difference in monthly performance of 3.60% (3.69%) for the Baker-Savasoglu (MitchellPulvino) methodology; the difference is statistically significant. Mitchell and Pulvino (2001) describe an upward bias in the value-weighted risk-arbitrage portfolio methodology due to transaction costs. In our case, it would be alleviated because both AIB and AI would be subject to it. Also, the size of the bias-0.5% per month-is lower than the differential magnitude of our strategies. If we subtract Mitchell and Pulvino's estimate of postannouncement transaction costs (Mitchell and Pulvino 2001, drop to approximately 3.5% per month-still superior to those of standard arbitrage strategies. Also, given that postannouncement spreads are increasing (Conrad and Niden 1992) , the use of postannouncement liquidity cost is likely to overstate the effect of transaction costs.
These results confirm that advisors with a stake in the target firm indeed realize a very relevant gain and provide evidence of the motivation of the advisor. However, they are not a direct test of whether information is contained in the advisors' holdings. Indeed, AIB contains the runup and the abnormal returns around the time of the announcement, while AI does not. We will now provide a proper test of it.
Is it inside information?
We now tackle the question of whether the superior returns we observed in the previous section indeed indicate the presence of inside information. We first test whether the returns indicate genuine information or simply a better forecasting ability by the asset management arm of the financial conglomerate; then we conduct some indirect tests of whether any such information is "inside" information flowing within the conglomerate.
A first test of transfer of information.
To assess whether the returns indicate the presence of information, we compare the performance of a strategy based on insider holdings with that based on the holdings of a control group. Defining an appropriate control group is tricky, as smaller independent advisors do not have asset management arms and the advisory business is extremely concentrated, with the top ten advisors accounting for the lion's share of the business (e.g., Morrison and Wilhelm 2007) . It is therefore almost impossible to define a proper control group of brands sharing similar characteristics. The way out is to focus directly on the portfolio position of the brand, comparing deals on which the brand advises with those on which the brand does not advise. This allows us to control almost perfectly for any other characteristics, such as size of brand, market power of brand, availability of a good research department/relation with analysts, etc. Therefore, we construct two portfolios: the first comprises all the targets in M&A deals in which the brand is an advisor to the bidder ("advisor portfolio"), and the second comprises all the targets in M&A deals in which the brand is not an advisor ("nonadvisor portfolio"); we then compare the returns on the two portfolios.
At the beginning of each quarter, for each brand we identify the deals in which the brand is the advisor to the bidder and those in which it is not the advisor to the bidder for the deals announced over that quarter. The stocks of target firms when the brand advises the bidder are allocated to the advisor portfolio, while the stocks of target firms when the brand does not advise the bidder are allocated to the nonadvisor portfolio; the portfolios are rebalanced every quarter. The returns on the portfolios are constructed as either the equally weighted or the value-weighted returns on all the stocks contained in them.
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In the case of the equally weighed portfolio, if a brand holds a position in the target at the end of the quarter preceding the bid announcement date, then we assign to this stock observation the target's return. If the brand does not have a position in the target, we assume that the brand has a position in the market portfolio.
5 If the brand advises the bidder, this return will be part of the advisor portfolio, while if the brand does not advise the bidder, it will be part of the nonadvisor portfolio. The nonadvisor portfolio is equal to the sum of all the positions of the nonadvisory brands. Each observation carries equal weight. For example, let us assume that there are ten M&A announcements in a given quarter, and that advisory brands have stakes in stocks "A," "B," and "C," while all nonadvisory brands have positions in stock "D." In this case, the equally weighted advisor portfolio will be 10% invested in stock "A," 10% invested in stock "B," 10% invested in stock "C," and 70% invested in the market index; the nonadvisor portfolio will be 10% invested in stock "D" and 90% invested in the market index.
In the case of the value-weighed portfolio, if a brand takes a position in the target, the weight of this observation equals the size of the position. If a brand does not hold such a position, we assign to it the position of the closest (in terms of the number of deals advised on over the previous three years) brand with positive dollar holdings. 6 This approach lets us properly account for the fact that most of the gain for the insider comes from the ability to take an early position in the target, as opposed to just selecting high-return stocks. Portfolios are rebalanced every quarter. Once the returns on the various portfolios and their differences ("net") have been constructed, they are regressed on the four risk factors.
The results are reported in Table 6 . Panel A shows the descriptive statistics for the portfolios and panel B their performance. In all cases, the advisor portfolios deliver higher returns than the nonadvisor portfolios. The advisor portfolio's risk-adjusted return is 3.36% (2.59%) per month for the valueweighted (equally weighted) strategy. The nonadvisor portfolio's risk-adjusted return is 1.93% (1.21%) per month for the value-weighted (equally weighted) strategy. The net of the two strategies is approximately 1.40% per month, or 18.16% per year. This provides evidence in favor of information being contained in the holdings of the advisors and confirms our hypothesis that the inside information is available only to the advisors.
Finally, do the brands also hold positions in the bidding firms (their client)? The answer is: very small positions. This is due to three sets of reasons. First, the bidder stock price reaction around the announcement of the bid is typically either indistinguishable from zero, or negative and very small. Second, advisors at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org a We report the descriptive statistics of returns of portfolio strategies based on the holdings of the advisory and nonadvisory brands. For each brand, we define the "advisor portfolio" ("nonadvisor portfolio") as that constructed using holdings in all target firms in deals in which the investment bank affiliated with the brand acted (did not act) as advisor to the bidder. Portfolios are rebalanced every quarter. We consider equally weighted and value-weighted strategies. In the case of an equally weighed portfolio, if a brand holds a position in the target at the end of the quarter preceding the bid announcement date, we then assign to this stock observation the target's return; if, however, the brand does not have a position in the target, we assume that the brand has a position in the market portfolio. If the brand advises the bidder, this return will be part of the advisor portfolio, while if the brand does not advise the bidder, it will be part of the nonadvisor portfolio. The nonadvisor portfolio is equal to the sum of all the positions of the nonadvisory brands. Each observation carries equal weight. In the case of the value-weighed portfolio, if a brand takes a position in the target, the weight of this observation equals the size of the position. If a brand does not hold such a position, we assign to it the position of the closest (in terms of the number of deals advised on over the previous three years) brand with positive dollar holdings. This approach lets us properly account for the fact that most of the gain for the insider comes from an ability to take an early position in the target, as opposed to just selecting high-return stocks. Portfolios are rebalanced every quarter. b We report the results of Fama-French-Carhart regression for strategies described in panel A.
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to the acquirer holding positions in the target also hold positions in the acquirers in only 56.77% of the cases. Third, these positions in the acquirers are strongly decreased to the announcement of the deal. In particular, an average stake in the acquirer at quarter 0 is only 76.05% (83.88%) of the position held at quarter −1. These three elements concur to reduce the advisory brand's loss on the bidder side and provide additional evidence supporting the use of private information by the advisory brand.
A second test of transfer of information.
The previous results provide evidence of superior information contained in the position of the brand advising the deal. Another test would focus directly on the transfer of information-that is, to see whether the asset managers of the brand receive information about the deal from the investment banking arm. While it is difficult to obtain direct evidence, it is possible to construct tests based on indirect evidence. We look at the probability of the brands in our sample owning target stock. 7 We know that asset managers invest in the stock of geographically nearby companies Moskowitz 1999, 2001 ). This means that asset managers located far from targets are less likely to take positions in them than are asset managers located nearby. If they do take such positions, they are less likely to be profitable. This tendency would be attenuated if the asset manager could count on the transfer of information from the investment bank advising the deal. This helps devise a test of the flow of information.
We proceed as follows. We first compute the distance between the headquarters of the financial group and those of the target firm; the location of the former is obtained from SEC 13F filings and of the latter, from SDC. 8 We then obtain the corresponding latitude and longitude values using the Geographic Names Information System (GNIS) of the U.S. Geological Survey. Once latitudes and longitudes are in place for target firm i and financial group brand j, we calculate the distance in kilometers between the two as follows:
We limit ourselves to brands that were in the list of top fifty investment banks in at least one year in our sample. 8 We use data from the Nelson Directory of Asset Managers. This is the standard source of information used in the other studies on fund managers' locations (e.g., Moskowitz 1999, 2001 ). This dataset contains information at the asset manager level. This allows us to track the location of the asset management company. We define headquarters of the asset-managing arm of the brand of the asset managers of the group found in the data. These are mostly mutual funds.
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lat and lon are target's and brand's latitudes and longitudes, and r is Earth's radius. Summary statistics reveal that this distance ranges between 0 and 9725 km with a mean (median) distance of 1955 (1309) km. Then, we estimate the probability of taking a position in the target as well as the size of this position as a function of the distance between the target and the asset manager, a dummy for whether the affiliated investment bank is advising the deal, the interaction between these first two variables, and the whole set of control variables-including the size and quality of the investor (measured by assets under management and being one of the top three investment banks, respectively) and firm characteristics. Our working hypothesis posits that the coefficient of the interaction between the target-asset manager distance and the dummy for whether the affiliated investment bank is advising the deal is positive; that is, the negative impact of distance is attenuated if the asset manager and the advisor to the deal belong to the same brand.
The results are reported in Table 7 , panel A. The results show that, in line with the previous literature, distance is a strong determinant of the investment decision. However, while the impact of distance is significant for nonadvisory investors, it fades in the case of advisory firms; this supports our working hypothesis. It is also interesting to note that being the advisor affects both the probability of taking a position and the size of the position. Being an advisor increases the probability of investing in the firm from 22.8% to 27.7%, or by 21 percentage points. The size of the position is also larger: the increase is 0.2% in terms of fraction of market capitalization and 3.45 times in terms of dollar value.
Finally, we study what pushes the bank to pursue this course of action. We focus solely on the banks advising on the deal. We want to relate the determinants of investment in the target to the market share of the advisory bank and therefore to its reputation and marketing stance. The results are reported in Table 7 , panel B. They show that the determinants of investment in the target are related to the market share of the advisory bank. The top three investment banks hold positions significantly more often than do their lower ranked colleagues. The marginal effect of this is 18.3% in specification 1 and 7.4% in specification 2, the latter taking into account dependent variables that are lagged two quarters. Those marginal effects should be compared with the unconditional probability of having a position, in our sample, of 26%. We can interpret this as evidence of a tradeoff for the investment bank. Less-prominent investment banks and/or banks with lower market shares use their immunity to accusations of conflict of interest in marketing their services and trying to gain market share. Anecdotal evidence would be consistent with this. For example , Lazard Frères (2004, p. 108) 
states,
We are an independent firm, free of many of the conflicts that can arise at larger financial institutions as a result of their varied sales, trading, underwriting, research and lending activities. We believe that recent instances of a We estimate the probability of institutional investors (brands) taking positions in the targets and the determinants of the size of their positions. In the probit estimates (specifications 1 and 2), the dependent variable takes the value of 1 if the brand takes a position, and 0 otherwise. In the Tobit specifications, the dependent variable is either the natural logarithm of the dollar amount invested (specifications 3 and 4), or the fraction of the market capitalization of the firm (specifications 5 and 6). The Advisor Dummy takes the value of 1 if the brand is the advisor to the deal, and 0 otherwise. The Independent Investment Advisor to Acquirer (Target) Dummy takes the value of 1 if the advisor to the acquirer (target) does not have holdings in the Spectrum database, and 0 otherwise. log(TNA) is defined as the logarithm of the total assets under management in dollars (calculated using the Spectrum database). log(distance to HQ) is defined as the natural logarithm of the distance from the target company headquarters to the headquarters of the financial conglomerate to which the advisory bank belongs, plus 1. In specifications 2, 4, and 6, we interact the distance variable with advisor and nonadvisor dummies. We also report the tests of the difference between the advisor and nonadvisor dummies in the interaction term. σ is the estimated standard error of the Tobit regression. The other variables are as defined in the previous tables. Standard errors are clustered over deals. We use time and industry fixed effects. In specifications 5 and 6, estimates are multiplied by 10,000. The number of observations is 78,610. b We estimate the determinants of the positions by advisory investment bank. We report probit estimates for the probability of having a position, Tobit estimates of the dollar value of the position, and the position as fraction of market capitalization; Tobit estimates are multiplied by 100.
perceived or actual conflicts of interest, and a desire to avoid any potential future conflicts, have increased the demand by managements and boards of directors for trusted, unbiased advice from professionals whose main product is advice.
Bigger banks can use the full panoply of their conglomerate resources-analysts tracking the stocks, group market makers, and asset managers of the group are supporting the stock price, a bank providing financing-to compensate the bidder for the potential negative effects of the advisory trading on inside information. Alternatively, large banks have many more resources to devote and therefore engage in this activity. Finally, it is also worth noting that the presence of a toehold significantly reduces the probability that the advisory bank holds a position, while the presence of previous rival bids significantly increases it. Additionally, the probability increases with target size and decreases with bidder size.
The Effect on the Deal Structure
We now test whether the presence of the advisory bank's stake in the target affects the structure of the deal. We relate the stake to the characteristics of the deal, its probability of success, and its long-term viability.
Advisory stake and probability of success
We first consider the probability of success. We test whether the probability of success is higher if the brand of the advisory bank also has a stake in the target.
We start with univariate statistics. Table 8 , panel A, shows that the probability of success is greater for deals in which the advisor to the bidder takes a position in the target firm. The probability of failure drops from 23.8% to 17.1%, or by 28 percentage points; that is, approximately one-quarter of the completion risk is eliminated in deals in which the advisor has a stake. To examine this in greater detail and to control for confounding effects, we estimate a probit model in which the dependent variable is a binary variable taking a value of 1 if the deal goes through and 0 otherwise, and the main explanatory variables are the advisor's stake in the target, as well as the set of control variables defined above.
The results are reported in Table 8 , panel B. They indicate a strong and positive correlation between the probability of success and the advisor having a stake in the target; these results hold across the different specifications and are robust to the definition of advisor stake. That is, not only does the presence of the advisor to the bidder as a shareholder in the target firm increase the probability of success, but this success probability increases with the size of the stake. An increase in the stake of one standard deviation increases the probability of success from 76.12% to 81.93% p-val.) 4.27 (0.039)
We estimate the probability of success of the M&A deal. Panel A reports univariate statistics, while panel B reports the results of the probit estimate. The dependent variable is a dummy equal to 1 if deal is completed, and 0 otherwise. The variables are as defined in the previous tables. All coefficients except for Ownership by Advisor to Acquirer/Target in specification 5 are multiplied by 100. Standard errors are clustered over industry (SIC2). We use time fixed effects. Specifications 3-6 also used industry (SIC2) fixed effects. The number of observations is 1641.
and Ownership by Advisor to Acquirer Dummy raises the probability of success to 79.00% and to 81.43%, respectively. Two other features are noteworthy. First, as with the premium, only the ownership in the last quarter before the deal announcement matters. Unreported results indicate that the positions two quarters before the announcement are not significant, nor does their inclusion alter the results. Second, the effect is mostly concentrated in deals involving inexperienced bidders.
These findings are consistent with the hypothesis that advisors directly affect the outcome of the deal in order to realize higher capital gains from their positions. However, they are also consistent with the hypothesis that advising banks may invest in deals that already have a higher probability of success. To try to distinguish between them, we look at how advising banks increase the probability of success of the deals.
Advisory stake and termination fees
We know that deals with target termination fees involve significantly higher premiums and success rates (Officer 2003) , so we would expect advisory brands with a stake in the target to be interested in them. That is, the presence of advisors with a stake in the target should be positively related to the presence of termination fees. To test it, we estimate a probit model in which the dependent variable is a dummy that takes the value of 1 if the deal contains target termination fees, and 0 otherwise, and the explanatory variables are the advisor's stake in the target firm, and the set of control variables defined above.
The results are reported in Table 9 . Panel A reports the descriptive statistics, while panel B reports the results of multivariate analysis. The findings indicate a strong and positive correlation between the existence of termination fees and the stake in the target firm of the advisor to the bidder. This result holds across the different specifications and is robust to the definition of the stake. Having the advisor to the bidder as a shareholder in the target increases the probability of observing termination fees. An increase in the dollar stake of one standard deviation raises the probability of having target termination fees from 40.1% to 45.7%. We obtain qualitatively similar results, although of smaller economic magnitude, if we consider the use of collars, another contractual feature known to enhance the probability of success.
Overall, the findings regarding the probability of success and the link between the advisor's stake in the target and target termination fees provide some evidence that the advisory stake is related to the structure of the deal. They are consistent with the possibility that the advisory brands privilege their interests at the expense of the bidder's. However, they are also consistent with the bidder's board hiring a deal-advocate/advisor with high-powered incentives to get the deal done. In this case, the positive relationship between the stake and the outcome of the deal is desirable from the bidder's perspective. It may be, for example, that a brand builds up its position in a target firm to help the bidder by affecting the outcome of the vote to approve the deal, to address the at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org free-riding problem, or to help in another way to complete the deal. However, the generally small size of the stake, much smaller than that assumed to be effective as a toehold (e.g., Eckbo and Betton 2000), does not seem to support this interpretation. The fact that after controlling for the existence of a toehold (TOEHOLD) the main findings are unaffected 9 would suggest that the potential help is unlikely to be due to a need to acquire inside information for the bidder.
Downloaded from
Investment Banks as Insiders and the Market for Corporate Control
Overall, we think these findings suggest that advisors take advantage of their privileged position, not only by acquiring positions in the deals on which they advise, but also by directly affecting the outcome of the deal in order to realize higher capital gains from their positions. However, we cannot rule out the alternate explanation: that the bidder's board hires a deal-advocate/advisor with high-powered incentives to get the deal done. This raises the interesting question of the implications for the bidder. That is, is there any relationship with the viability of the deal? This is the topic of the next section.
Advisory stake and viability of the deal
We now consider the implications for the bidder, focusing on the viability of the deal. We start with some preliminary evidence linking value creation/destruction in M&As and insider positions. Moeller, Schlingemann, and Stulz (2005) document that the dollar loss experienced by acquiring firm shareholders is mostly concentrated in a "small number of acquisitions with negative synergy gains." Can it be the case that these big losses are related to the role of the insider brands? In Table 10 , we report the probability that the acquiring firm will suffer a large loss. We identify the biggest loss-making deals and relate them to the stake in the target of the advisory bank before the deal. The statistics indicate a clear positive correlation between shareholder loss and advisor stake.
To investigate this in greater detail, we focus on the profitability of the new firm defined in terms of ROE, ROA, and NPM. We regress the profitability of the firm the year after the deal on the profitability before the deal, a set of control variables, and our proxies for advisory holdings. Our definitions of ROE, ROA, and NPM are consistent with those of, for example, Schwert (2000) and Walkling and Hsieh (2005) . The other variables are defined as in previous sections. 10 We include both industry and year dummies. The results are reported in Table 11 . They indicate a strong negative correlation between the stake in the target held by the advisor to the bidder and the future profitability of the firm. These results hold across most of the specifications and are robust to the definition of the advisor stake. The advisory stake is related to lower profitability of the deal. The results are negative for all nine reported specifications and statistically significant for seven of these nine. The results are also economically relevant. The presence of an advisor's stake in at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org We report the fraction of the deals in which the advisor to the acquirer holds a position, broken down into groups based on subsequent aggregate dollar returns and percentage returns. We focus on large loss deals-i.e., acquisitions corresponding to a loss of at least $1 billion (panel A) or 50% of the market capitalization of the acquirer (panel B) selected from the sample of successful acquisitions by publicly listed U.S. acquirers from the SDC database. We consider only successfully completed deals in which there is a known advisor to the acquirer. Aggregate Dollar Return is calculated by subtracting the market value of publicly traded equity at the close of the announcement date +1 year, minus the market value on the close of announcement date −2 days; refer to Moeller, Schlingemann, and Stulz (2005) for details. Total Return is the cumulative return on the acquirer stock over the −2-to +256-trading-day event window relative to the deal announcement. We report by group the fraction of the deals in which the advisor to the acquirer holds a position in the target as well as the t-statistics for the difference between large loss groups and the rest.
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the target firm is related to 1.9%, 1.6%, and 1.8% lower ROE, ROA, and NPM, respectively, over the year subsequent to the year of acquisition. For ROE, this reduction represents a 33% drop from the sample unconditional mean.
The role of the bidder's boards
The results so far are consistent with advisory banks inducing bidders to enter into wealth-destructive deals for their own interests, as well as with scarcely monitored, empire-building bidder managers choosing overvalued targets and paying too much, using highly incentivized-by the stake-advisors to fast pursue their goals. If the latter interpretation were true, we should find that better governance or more effective boards would limit the practice, and that more watchful boards and/or better governance should restrict the maneuvering room of such managers. We would therefore expect the role of insider brands in predicting these deals, their success, and the use of termination fees to be smaller in the case of acquiring companies with more watchful boards. For the fiscal year after the successful completion of the deal, we estimate the Profitability (ROA, ROE, and Profit Margin) for our variables of interest and a set of control variables (these are as defined in Tables 1 and 2 ). Firm characteristics are the market-capitalization-weighted average of target and bidder characteristics in the last fiscal year before the deal announcement. The estimates are multiplied by 100. The standard errors are clustered at the industry (SIC2) level. We use time and industry fixed effects t-stats are reported in parentheses. We therefore relate the impact of the advisor stake to board quality. In particular, we identify a set of characteristics that the literature has related to board quality: fraction of independent board members, board size, fraction of board members with financial expertise, and average board age (Hermalin and Weisbach 2003) . We also consider a broader measure of firm governance-namely, the GIM index (Gompers, Ishii, and Metrick 2003) .
In Table 12 , we report univariate statistics on board and governance characteristics and tests of how they differ between deals in which the advisor to the bidder has a stake in the target firm and deals where this is not the case. The GIM index and the board-related variables are taken from the Investor Responsibility Research Center, Inc. (IRRC). Financial expertise is defined as 1 if the PROFTYPE field indicates financial or banking expertise, and 0 otherwise. We report the results of the t-test and Wilcoxon's test. The results indicate that bidding firms in deals involving insider brands are not different in terms of board characteristics from the bidding firms in deals not involving insider brands. The only partial exception is for board member age; insiders tend to invest in firms with younger board members, but the effect is not economically significant, the difference being less than eight months.
As a further robustness check, we include these variables among the control variables in the main specifications, and the unreported results are consistent with those reported in the text: governance and board variables do not seem to affect the probability of the deal, its outcome, or the stock price reaction.
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Discussion
Overall, these results suggest that advisory banks take positions before the deals on which they advise, on the basis of their inside information about the deal. They are consistent with much anecdotal evidence about the potential insider trading behavior of financial intermediaries and the breach of Chinese walls. However, they are also consistent with banks creating stakes to help the bidder get the deal done quickly. This would explain the positive relationship between the stake and both the probability of success and the existence and size of termination fees. According to this interpretation, bidders choose overvalued targets and pay too much, using the highly incentivized-by the stake-advisor to attain their goal rapidly.
In our view, the joint evidence of a negative link between deal viability and advisory stake, the fact that the board characteristics of bidding firms do not differ between deals involving and not involving insider brands, and the fact that the bidders more likely to engage in such M&A deals are less "experienced" would provide more credence to the former hypothesis. It is also worth noting that there is no relationship between the level of the advisory fees and the size of the advisory stake in the target. This suggests that the stake is not a way to compensate the advisory bank for its services while saving on fees.
We are unable to envision a scenario in which agency-ridden managers hire advisory banks, incentivizing them by the potential for insider gain, in order to pursue value-destroying deals, with no relationship at all with the quality of firm governance or the supervisory ability of the board. However, our data do not provide direct evidence of advisory banks influencing bidders to enter into bad deals. Such inferences would require direct observation of bank intervention with the bidder, involving direct observation of the linked "benefits" and "enticements" the bank may provide to the average bidder manager.
Conclusion
We study the trading in M&A targets undertaken by the parent conglomerates ("brands") of the investment banks acting as advisors to the bidders. We find that the advisors to the bidders have stakes in the target firms before the deal is announced. These stakes are positively related to the probability of deal success and to the target premium. We argue that this is consistent with the advisory banks using their privileged information for gain. The bank advising on a deal has access to privileged information that it may exploit by taking a position in the target firm, expecting its share price to increase, and then realizing the gain due to the appreciation in the value of the target around the time of the M&A announcement. We document the very high returns of this strategy. We also document a positive relationship between advisory stake and deal characteristics. The size of the advisory stake is positively related to the 5024 at Universiteit Maastricht on June 11, 2010 http://rfs.oxfordjournals.org Downloaded from probability of deal success and to both the existence and size of the termination fees.
We interpret these results as suggesting that advisors exploit their privileged position, not only by acquiring positions in the deals on which they advise, but also by directly affecting the outcome of the deal in order to realize higher capital gains from their positions. These results are, however, also consistent with the alternative explanation: that the bidder's board hires a dealadvocate/advisor with high-powered incentives to get the deal done. Therefore, the positive relationship between the stake and the outcome of the deal is also desirable from the perspective of the bidder. While we cannot counter this argument, the evidence suggests that advisory-induced deals do not appear to be a good fit for bidders.
These results provide new insights into the conflicts of interests affecting financial intermediaries that simultaneously advise on deals and invest in the equity market.
